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QUEST FOR STABILITY 
The Employment Act of 1946 


set up the objective of promoting 
maximum production and employment. 
Economic stability at high levels 

of employment has been 

a major goal of Federal Reserve policy. 
The primary guide to policy decisions 

at first was the quality of credit; 

then it shifted to the quantity of credit. 
Experience proved that rules 

could not take the place of judgment. 
This article, the second in a series of four, 
deals with the problem of 

developing operating guides and 

shows how goals desirable in themselves 


are often somewhat in conflict. 


THE MONTH'S STATISTICS 


Expansion in industrial production ended 
but building and construction 

continued at high levels. 

District lending to business turned upward. 
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QUEST FOR STABILITY 


Attempts to solve some of the monetary problems that have confronted us were traced in the Feb- 
ruary issue of the monthly Business Review, which contained the first of a series of four articles. 
The Federal Reserve System was established in 1913 in part to furnish an elastic currency so that 
banks could always meet cash withdrawals by their depositors, and in part to help iron out booms 
and depressions. ‘ 

The Congress, in the Employment Act of 1946, has committed the Federal Government to the 
use of all practicable means to maintain economic stability at maximum employment. A Congres- 
sional committee, reporting under this Act, recently stated that monetary, credit, and fiscal pol- 
icies should be employed as the primary method of achieving this objective, and placed full 
respor:ibility for monetary policy on the Federal Reserve System. How to translate such broad, 
general objectives into more specific guides which will be useful in adapting programs to the 
needs of specific situations has always been a major problem confronting Federal Reserve 
authorities. 

An understanding of the objectives of Federal Reserve policies, by fostering a better spirit of 
public cooperation, can be an important contribution toward the effective functioning of the Fed- 
eral Reserve System. This second article in the series deals with the problem of objectives; their 
importance as guides to action, how changing conditions influenced specific objectives, and how 
desirable objectives may be in conflict. 


In the Employment Act of 1946, Congress set up the The Joint Committee on the Economic Report was 


ultimate objective of economic stability in the following — established in the Act to make studies, reports, and 
terms: 


6 


recommendations to further the policies of the Employment 
*... it is the continuing policy and responsibility Act. The Subcommittee on Monetary, Credit, and Fiscal 
of the Federal Government to use all practicable Policies, of which Senator Douglas is Chairman, recently 
means consistent with its needs and obliga- recommended: 


tions and other essential considerations of na- “. .. not only that appropriate, vigorous, and 
tional policy with the assistance and cooperation coordinated monetary, credit, and fiscal policies 


of industry, agriculture, labor, and state and local 
governments, to coordinate and utilize all its 
plans, functions, and resources for the purpose 
of creating and maintaining, in a manner cal- 
culated to foster and promote free competitive 
enterprise and the general welfare, conditions 
under which there will be afforded useful em- 
ployment opportunities, including self-employ- 
ment, for those able, willing, and seeking to work, 
and to promote maximum employment, produc- 
tion, and purchasing power.” (Italics supplied.) 

In this Act, Congress indicated clearly: (1) that the 
Federal Government is to coordinate all of its activities 
toward achieving stability at maximum employment and 
that other Governmental units and private enterprise were 
to cooperate and assist; and (2) that the methods used 
shall be such as will foster and promote free competitive 
enterprise. 


be employed to promote the purposes of the Em- 
ployment Act, but also that such policies consti- 
tute the Government’s primary and principal 
method of promoting those purposes.” (Italics 
supplied. ) 


The Subcommittee recommended further: 


“. .. that an appropriate, flexible, and vigorous 
monetary policy, employed in coordination with 
fiscal and other policies, should be one of the 
principal methods used to achieve the purposes 
of the Employment Act . . . that the primary 
power and responsibility for regulating the sup- 
ply, availability, and cost of credit in general shall 
be vested in the duly constituted authorities of 
the Federal Reserve System . . .” (Italics sup- 
plied. ) 


Thus the Federal Reserve System, which has the primary 
responsibility for monetary policy, is expected to play a 





major role in efforts to achieve the declared objective of 
maintaining economic stability at high levels of produc- 
tion and employment. 

It is one thing to say that the Federal Reserve System 
should use its powers to promote general economic stability 
at high levels of employment, but it is quite another thing 
to set up practical standards which will accomplish this 
broader purpose. For example, should the System give 
primary attention to the quality or the quantity of credit, 
to price stability or general business stability? The nature 
and importance of selecting the proper intermediate goals 
can best be made clear, perhaps, by the light of experience. 


EVOLUTION OF OBJECTIVES 


The Federal Reserve Act of 1913, which established the 
Federal Reserve System, did not offer much guidance with 
respect to objectives and policy matters. It stated only 
that discount rates should be fixed “with a view of accom- 
modating commerce and business.” Accommodation of 
commerce and business, however, is subject to a variety 
of interpretations. 

In its first Annual Report (1914), the Federal Reserve 
Board revealed a twofold objective. First, the Federal 
Reserve System should see that business could obtain 
credit at reasonable rates. When commerce, industry, or 
agriculture are “burdened unduly with excessive interest 
charges, it will be the clear and imperative duty of the 
Reserve Board, acting through the discount rate and open 
market powers, to secure a wider diffusion of credit facili- 
ties at reasonable rates.” In the second place, the System 
should attempt to anticipate emergencies and protect busi- 
ness from the harmful effects of an excessive expansion or 
contraction of credit. “Its duty plainly is not to await 
emergencies but, by anticipation, to do what it can to pre- 
vent them. Only then will it constantly carry the promise of 
being able to protect business against the harmful stimulus 
and consequences of ill-advised expansions of credit, on 
the one hand, or against the menace of unnatural restric- 
tions and unnecessary contractions, on the other, with 
exorbitant rates of interest and artificial stringencies.” 
This was expressing the concept of stability in the language 
of that period. Maintaining stable business conditions has 
been a basic objective underlying Federal Reserve policy 
from the very beginning. 

The gold standard and the Federal Reserve Banks’ re- 
serve ratios were sometimes mentioned as guides in adjust- 
ing the amount of credit to the needs of trade. Some favored 
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varying the volume of Federal Reserve credit with changes 
in the gold reserve—an inflow of gold resulting in an 
expansion of credit, and an outflow in a contraction. 
Changes in the gold reserve and the reserve ratio have not 
been important guides to credit policy, however. Ordinarily 
actions have been taken on some other basis. 


Accommodation of Business 


The accommodation of business was one of the major 
considerations in early Federal Reserve policy decisions. 
In 1914, the Federal Reserve Board stated that the more 
complete adaptation of the credit mechanism to the needs 
of business and agriculture should be the constant aim of a 
Reserve Bank’s management. As a step in this direction, the 
System tried to bring about a wider diffusion of credit 
facilities at reasonable rates of interest. 

The objective of meeting the credit needs of business at 
a reasonable cost was reflected in the Board’s policies 
after World War I. The removal of wartime restrictions 
released strong inflationary pressures, and the Board was 
confonted with an excessive expansion of credit. It recog- 
nized the need for checking credit expansion, but wanted 
to avoid the danger of precipitating a strong deflationary 
movement. The discount rate was the chief tool employed 
at that time, but the pressure of demand relative to the 
available supply of goods was so strong that a moderate 
rise in interest rates was not expected to be very effective 
in restricting the demand for credit. Moreover, to raise 
the general level of interest rates very high would be in 
conflict with the objective of making credit always avail- 
able to meet the needs of business at reasonable rates. 

The Board soon found that, under existing inflationary 
conditions, accommodating business at moderate rates was 
inconsistent with the goal of preventing excessive credit 
expansion. In an effort to resolve this conflict in objectives, 
the Board recommended that it be given authority to 
establish a maximum line of credit for each member bank 
according to a uniform rule. Member banks obtaining 
credit from the Federal Reserve in excess of this basic 
amount should be charged graduated rates ascending as 
the amount of borrowing exceeded the normal line estab- 
lished. The Board thought this method would make it 
possible to “reduce excessive borrowings of member banks 
and to induce them to hold their own large borrowers in 
check without raising the basic rate.” In 1920, the Federal 
Reserve Act was amended permitting the Reserve Banks, 
with the approval of the Board, to establish graduated 
rates of discount. Graduated rates, except on loans against 
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Government securities, were established by the Federal 
Reserve Banks in Kansas City, Dallas, St. Louis, and 
Atlanta but they were soon abandoned. If the Federal 
Reserve was to discourage or prevent excessive credit 
expansion and contraction, interest rates could not be held 
at some arbitrary level which might be considered reason- 
able. Thus, one of the early guides to System credit policies 
was soon proved to be inadequate and ineffective. 


Proper Use of Credit 


In the early *twenties, emphasis shifted to the quality of 
credit as the primary guide for Federal Reserve credit 
policy. Excessive expansion or contraction could be 
avoided, it was thought, by limiting the use of credit to 
so-called legitimate business purposes. For over a decade 
after World War I there was a deep-rooted belief that the 
primary goal of Federal Reserve policy should be to limit 


the use of bank credit to short-term commercial paper 


originating in production and trade. This was a basic part 
of the philosophy incorporated in the Federal Reserve 


Act, member banks originally being permitted to obtain 
credit from the Reserve Banks only on the basis of eligible, 
short-term commercial paper. The Act stated that the defini- 
tion of eligible paper “shall not include notes, drafts, or 
bills covering merely investments or issued or drawn for 
the purpose of carrying or trading in stocks, bonds, or 
other investment securities, except bonds and notes of the 
Government of the United States.” 

In the Annual Report of 1923, the Board analyzed the 
problem of credit policy in considerable detail. The report 
pointed out that the administration of Federal Reserve 
credit required decisions both as to the quality and the 
quantity of credit. Although it was stated that both should 
serve as guides to credit policy, the proper quality of credit 
was regarded as the essence of the problem. Actually, the 
quantity of credit was not a determinant of policy until 
over a decade later. 

The Board interpreted the qualitative standard as fol- 
lows: “A characteristic of the good functioning of the 
economic system is to be found in the smooth, unobstructed 
movement of goods from the producer through the chan- 
nels of distribution to their several ultimate uses. . . . So 
long as this flow is not interrupted by speculative interfer- 
ence, there is little likelihood of the abuse of credit supplied 
by the Federal Reserve Banks and consequently little 
danger of the undue creation of new credit. . . . But when 
the effect of the credit used is to impede or delay the for- 
ward movement of goods from producer to consumer, 


unless such delay is made necessary by some unavoidable 
cause, e.g., the interruption of transportation facilities, 
credit is not productively used. The withholding of goods 
from sale when there is a market or the accumulation of 
goods for an anticipated rise of price is not a productive 
use.” 

Drawing together the threads of thought expressed in 
this statement and in the Act, the productive use of credit 
was interpreted to include ‘financing the production of 
goods and their normal flow through the channels of distri- 
bution to the consumer. Productive use of credit did not 
include financing (1) investment or speculation in securi- 
ties or (2) withholding goods from the market or accumu- 
lation of inventories in anticipation of a price rise. 

What about the quantity of credit? How could Federal 
Reserve authorities tell whether too much or too little credit 
was being extended? Actually, the problem was regarded 
as one of quality, not quantity. If the quality of credit 
could be maintained, the volume would pretty largely take 
care of itself. This point was well stated by the Board in 
the following terms: “The volume of credit will seldom be 
at variance with the volume of credit needs if they are 
reflected in the demands of productive industry as long as 
(1) the volume of trade, production, and employment and 
(2) the volume of consumption are in equilibrium. .. . It is 
the non-productive use of credit that breeds unwarranted 
increase in the volume of credit; it also gives rise to un- 
necessary maladjustment between the volume of production 
and the volume of consumption, and is followed by price 
and other economic disturbances.” 

So much for the principles established. How did these 
guides to credit policy work out in practice? The test was 
not long in coming. In 1925, the demand for business 
credit was relatively small and funds began to flow in vol- 
ume to the money centers, where they were used to make 
loans to purchase or carry securities. The expansion of 
credit for speculative purposes in the late *twenties became 
of increasing concern to Federal Reserve officials. The 
Board stated that it “neither assumes the right nor has it 
any disposition to set itself up as an arbiter of security 
speculation or values.” The use of credit for speculative 
purposes was opposed, however, because it induced gen- . 
eral overexpansion and inflation, and absorbed credit and 
raised interest rates to the detriment of business and agri- 
culture. 

The tests set up for maintaining the appropriate quality 
of credit were difficult to carry out in practice. Two types 
of administrative problems were encountered. First, it was 





difficult to determine the use made of Federal Reserve 
credit. Second, it was impossible to restrict credit for 
improper uses without making it scarcer and more expen- 
sive for business purposes also. 

The Board soon realized the difficulties involved in lim- 
iting the use of Federal Reserve credit to productive pur- 
poses. Member banks borrowed or discounted commercial 
paper to make up deficiencies in their reserve accounts. 
Deficiencies occurred as the result of a variety of opera- 
tions, some adding to and others subtracting from reserve 
balances. A deficiency in the reserve account could not be 
identified with any specific transaction. It was not possible, 
therefore, to control the use member banks made of Reserve 
Bank credit by turning down certain applications for loans 
or discounts. 

The problem of determining the use to which member 
banks put Reserve Bank credit led the Board to draw a 
distinction between banking policy and credit policy. 
Banking policy had to do with the influence the System 
exerted over loans and investments of individual member 
banks. In granting credit, the Reserve Banks needed to 
look beyond the mere fact that member banks were required 
to offer eligible paper. They should be assured, in addi- 
tion, that further credit could be granted safely and reason- 
ably, and with due regard to the claims of other member 
banks. The objective of banking policy was to promote 

- the soundness of the individual bank. In pursuit of this 
objective, the Board sent a letter to the Reserve Banks ask- 
ing them not to permit the use of credit for speculative 
purposes. Credit policy, on the other hand, was imper- 
sonal and was directed toward influencing the volume and 
cost of credit. 

Both banking and credit policy were directed toward 
checking the use of credit for speculation. They were not 
effective, however, as funds continued to flow into the 
securities market from both bank and nonbank sources. 

The difficulties encountered by the Federal Reserve in 
attempting to prevent an excessive use of credit for specu- 
lation led to remedial legislation in 1933 and 1935. To 
prevent an inflow of funds from nonbank sources, member 
banks were forbidden to act as agents of corporations 
and individuals in making loans on securities. To prevent 
an excessive use of credit for speculation in securities, the 
Federal Reserve Board was given authority to fix margin 
requirements on security loans. The Board was also given 
the power to direct any member bank which was making 
too many loans for speculative purposes to refrain from 
increasing its loans on securities. 
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Experience in the late ‘twenties greatly undermined 
confidence in the so-called commercial loan theory—that 
limiting credit to short-term commercial paper would auto- 
matically result in the appropriate quantity of credit. First, 
it was not administratively feasible—limiting the extension 
of Federal Reserve Bank credit to commercial paper did 
not result in a corresponding restriction on the use member 
banks made of the additional funds. Second, changing 
conditions required changes in methods of financing. The 
growing importance of plant and equipment expenditures, 
for example, was reflected in a demand for longer-term 
credit. The tendency was for banks to grant longer-term 
loans and to purchase or make loans on corporate securities. 
The amount of eligible short-term commercial paper was 
decreasing despite a growth in the total volume of business 
and the total demand for credit. A third weakness was that 
limiting the quantity of credit to the needs of business did 
not prevent excessive expansion or contraction. The war 
and post-World War I boom was built on commercial 
paper credit, and the shortage of commercial paper in the 
early ‘thirties intensified the depression by limiting the 
access of member banks to Federal Reserve credit. Once 
full production is reached, the rise in the demand for 
credit is not automatically checked; instead, prices may 
rise, resulting in a larger dollar volume of business and 
enlarging further the demand for credit. This process of 
rising prices and expanding credit—always for business 
purposes—may continue until there is a disastrous infla- 
tionary boom. The opposite may occur on the down- 
swing. Limiting the use of credit to purposes evidenced 
by short-term commercial paper is not an effective method 
of preventing either excessive expansion or contraction. 

In fact, it was the shortage of eligible commercial paper 
in the early thirties which unduly restricted the access of 
member banks to Federal Reserve credit and led to the 
final abandonment of this objective of Federal Reserve 
policy. In order that member banks in sound condition 
could get additional currency and reserves as needed, the 
Federal Reserve Act was amended. United States Gov- 
ernment securities as well as eligible paper were made 
eligible as collateral for the issue of Federal Reserve notes. 
In addition, the Federal Reserve Banks were authorized to 
lend to member banks on any assets the Federal Reserve 
Bank considered satisfactory. This provision of the Bank- 
ing Act of 1935 marked the final abandonment of the 
commercial loan theory as a major guide, and marked a 
significant step toward the substitution of judgment for 
rules in the formulation of policy. 
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General Business Stability 


Conceptions and rules, such as the commercial loan theory, 
the accommodation of business and the reserve ratio were 
envisioned not as ultimate goals but as means of promoting 
a healthy economic system. As experience, however, proved 
them inadequate or false, attention was directed to prices, 
production, employment, the money supply, the quantity 
of credit, the securities market, and all other pertinent data 
which registered the status of our economic and financial 
health. With the help of such guides, decisions were made 
as to the type of Federal Reserve action needed to achieve 
stability. 

In the early years of the System, the problem of achiev- 
ing stability was envisaged primarily as one of checking 
booms. In 1921, looking forward to the return of pros- 
perity, the Board stated: “If the flow of the incoming tide 
can be controlled so that the crest may not be reached too 
rapidly or rise too high, the subsequent reaction will be 
less severe.” The policy to be followed during depression 
was the removal of restraints—not a positive program to 
stimulate credit expansion and recovery. 

Gradually, however, the achievement of stability came 
to be visualized as requiring action not only to check booms 
but also to promote recovery from depression. In 1924 
some of the Federal Reserve authorities favored action to 
try to lift business out of the recession of that year. Stimu- 
lating recovery did not become an important objective of 
Federal Reserve policy, however, until the severe depres- 
sion in the early ‘thirties. Since that time, a program for 
achieving general business stability has included action 
both to prevent inflation and to promote recovery from 
depression. 

Periodically, the proposal is advanced that the System 
should contribute to economic stability by adopting a stable 
price level as the guide to policy. The Board, in its 1923 
analysis of guides to Federal Reserve policy, raised several 
objections against this proposal. In the first place, price 
fluctuations result from a variety of causes, some of which 
were beyond the reach of Federal Reserve policy, which 
would mean that the System’s efforts would be foredoomed 
to failure. Second, price movements are too late to serve as 
an effective guide. They are merely the end results of a 
series of market changes which have already taken place. 
They record an accomplished fact. Third, there is the 
technical difficulty of selecting the proper price index— 
retail, wholesale, or consumer prices. Since price move- 
ments usually differ somewhat, the stabilization of one 
price index would not mean stabilization of the others. 


In rejecting price stability, the Board pointed out that 
no statistical mechanism alone, no matter how well con- 
trived, could furnish an adequate guide to Federal Reserve 
credit administration. “In its ultimate analysis, credit ad- 
ministration is not a matter of mechanical rules, but is and 
must be a matter of judgment—of judgment concerning 
each specific credit situation at the particular moment of 
time when it has arisen or is developing.” Moreover, in 
arriving at decisions on credit policy, guidance should be 
sought not from any single index such as the price level, 
but from a variety of basic economic data which reflect 
the general business and credit situation. Statistical in- 
formation cannot be a substitute for judgment, but it does 
furnish an indispensable factual basis for credit judgment 
and for the development of credit policy. 

In 1937, the Board expressed its position in a statement 
to Congress on the objectives of monetary and credit policy. 
Again the Board rejected a stable price level as the major 
goal of policy, and stated that it was “in full agreement 
with the ultimate objective of the proposals to promote eco- 
nomic stability, which means the maintenance of as full 
employment of labor and of the productive capacity of the 
country as can be continuously sustained.” Thus, Federal 
Reserve authorities moved toward the broader objective of 
general economic stability with a variety of business and 
financial data serving as guides in making decisions as 
to what action should be taken. 

How was the goal to be achieved? The Board recognized 
that monetary policy alone could not accomplish the goal 
of maintaining economic stability. The attainment of the 
objective would require the cooperation of other agencies 
of the Government also. The Federal Reserve System, how- 
ever, could make a major contribution through its influence 


both on the flow of money and on the soundness of banking 
conditions. 


Orderly Market for Government Securities 


A new intermediate objective, which later was to become 
of major significance, emerged in 1937 in connection with 
open market operations. On April 4, the Federal Open 
Market Committee announced that “with a view (1) to 
exerting its influence toward orderly conditions in the 
money market, and (2) to facilitating the orderly adjust- 
ment of member banks to the increased reserve require- 
ments,” the Federal Reserve System was prepared to make 
open market purchases of U. S. Government securities in 
such amounts and at such times as might be desirable. 
The goal of attempting to maintain orderly conditions in 





the Government securities market was justified on two 
grounds. First, the Government bond market had become 
a much more important segment of the money market, 
and banks in financial centers particularly were using 
their Government bond portfolios to adjust their cash 
position. Second, the increasing importance of bonds as 
bank investments and the tendency for prices of long-term 
bonds to fluctuate more widely, made the maintenance of 
stability in the bond market a matter of concern in banking 
administration. 

The objective of maintaining an orderly market for 
Government securities was explained more fully in 1939. 
The purpose was to protect the market from “violent fluctu- 
ations of a speculative, or panicky nature” such as that 
caused by the outbreak of hostilities in Europe. However, 
it was not to “assure any given level of prices or yields for 
Government securities” nor to prevent “an orderly rise or 
fall in United States bond prices in response to changes in 
underlying credit, as expressed in the interest rate. .. .” 
Neither was there any intention of trying to preserve any 
profits member banks might have in Governments, nor to 
protect them against losses. It was believed that an orderly 
market in Government securities would help steady the 
entire capital market and contribute toward further eco- 
nomic recovery. It would also tend to safeguard Govern- 
ment security portfolios which were of growing importance 
to member banks from “unnecessarily wide and violent 
fluctuations in price.” 

Since 1939, maintaining an orderly market for Govern- 
ment securities has been an important intermediate objec- 
tive of System policy. It was not pursued as an end in itself, 
but rather as a means of achieving the objectives of eco- 
nomic stability, and during the war of financing the heavy 
expenditures required. In the post-war period, the System 
chose to continue to follow the objective of maintaining an 
orderly market for Government securities despite its infla- 
tionary implications in preference to the dangers of a dis- 
orderly market. 


INTERRELATION OF OBJECTIVES 


In, pursuing its basic and continuing objective of eco- 
nomic stability at high levels of production and employ- 
ment, the Federal Reserve System has found it necessary 
to set up intermediate objectives or guides in formulating 
programs of action appropriate to specific situations. At 
first, as we have seen, System objectives were more nar- 
rowly conceived and the tendency was to be guided by some 
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“rule of thumb,” such as accommodating business at a 
reasonable cost or limiting credit to productive uses. As 
experience revealed the scope and complexity of the prob- 
lems, these mechanical rules were abandoned in favor of 
judgment based on all available information on credit and 
general business conditions. Specific objectives and guides 
were set up in terms of the needs of a given situation—the 
total quantity of credit in relation to the available supply 
of goods, an excessive flow of credit into certain uses, main- 
taining a stable level of prices, or maintaining a stable mar- 
ket for Government securities. A complicating factor, how- 
ever, is that specific objectives which seem desirable in 
terms of the ultimate goal of Federal Reserve policy may 
infringe upon each other or may even be in direct conflict. 


The Problem of Conflicting Objectives 


Specific objectives may come in conflict either in war or 
peace. War financing always poses a dilemma. One ob- 
jective of Federal Reserve policy, of course, must be to 
assist the Treasury in raising the money needed to finance 
the war. Another objective is to prevent inflation. If the 
Treasury could siphon off enough current income through 
taxation and borrowing from the public to pay the costs 
of war, the creation of new money could be avoided. How- 
ever, to the extent these sources of financing are inadequate 
the remainder must be obtained from the banking system, 
resulting in an expansion of bank credit and the money 
supply. If continued, the flow of money payments becomes 
excessive in relation to the flow of goods and prices tend to 
rise. Direct controls may be used to hold down prices dur- 
ing the war, but if so the problem of inflation is only post- 
poned to the post-war period when controls are removed. 
Then the release of pent-up purchasing power and demand 
makes the avoidance of inflation very difficult, if not im- 
possible. 

Both the objectives of furnishing necessary funds to 
finance the heavy costs of war and of preventing inflation 
are desirable, but financing the war necessarily takes pre- 
cedence. Inflation can be prevented only by financing the 
war out of current income instead of through additions to 
the money supply. Such a heavy burden on incomes might 
lower morale and the incentive for production so much as 
to seriously interfere with the successful prosecution of the 
war. Thus, the objective of preventing inflation may have 
to be sacrificed during war periods in the interest of ob- 
taining funds in a way which will foster high morale and 
a strong incentive toward maximum production. 





THE BUSINESS REVIEW 


The problem of diverging pathways is not limited to 
wartime. In the late twenties, as we have seen, the expand- 
ing flow of credit into speculative uses indicated that action 
should be taken to restrict further credit expansion. On the 
other hand, existence of unused resources and unemployed 
labor, and the difficulties of countries trying to return to 
the gold standard indicated that it should not be restricted. 

The recent post-war period provides another illustration 
of goals which, although desirable in themselves, were in 
some respects incompatible. Until late 1948, this period 
was characterized by not only a plethora of money and 
liquid assets but also a scarcity of goods. The result was 
a rising spiral of prices, costs, and profits. The basic prob- 
lem was one of checking inflation without precipitating a 
depression. 

Fundamentally, there were two courses of action the 
Federal Reserve authorities could have taken. They could 
have used open market operations and other available 
instruments to check credit expansion by limiting the sup- 
ply of bank reserves, leaving the price of Government 
securities and interest rates free to seek their own level. 
The primary restraint on inflation would have been exerted 
by an effective limitation of the money supply. A secondary 
restraint would have resulted from a rise in interest rates, 
which might have tended to restrict the private demand for 
credit especially for uses in which interest was an important 
part of total cost. 

This course of action, however, involved the dangers of 
a disorderly Government securities market. Sales of Gov- 
ernment securities in an unsupported market by lending 
agencies desiring to shift to loans and other investments 
would tend to lower the price of securities and raise interest 
rates. Once security prices began to fall, fear of further 
declines might start a wave of liquidation of marketable 
obligations and redemptions of savings bonds. Declining 
Government security prices would have made more difficult 
the Treasury’s large refunding operations and might have 
tended to undermine confidence in Government credit at a 
time when the international situation was tense. The lower- 
ing or withdrawal of support prices was not a method by 


which anti-inflationary pressure could have been applied - 


or released flexibly and gradually as desired. The reper- 
cussions of a declining Government securities market might 
have been difficult to stop before precipitating a severe 
deflation. 


An alternative program was to attempt to limit credit 
expansion and at the same time maintain a stable market 
for Government securities. This program provided less 


freedom of action in checking inflation, but avoided the 
dangers of a disorderly securities market. Maintaining the 
price of Government securities made it easy for lending 
agencies to shift to loans and other investments. Federal 
Reserve purchases required in supporting the price of Gov- 
ernment bonds were a major factor increasing bank re- 
serves and the money supply. Maintaining a stable market 
for Government securities, therefore, resulted in sacrificing 
some control over the money supply and the ability of the 
authorities to check inflation. 

The essential problem posed by pursuit of the ultimate 
goal of economic stability was one of choosing between 
these alternatives. It was necessary to weigh the advan- 
tages of a more effective anti-inflationary action against the 
dangers of a disorderly Government securities market. 
The System chosé to avoid the latter. 

The goal of maximum employment seems likely to pose 
again the problem of objectives which, although desirable 
in themselves, are somewhat inconsistent with each other. 
A decision may have to be made as to whether full employ- 
ment or preventing inflation shall be the primary objective. 
The growth of well-organized, powerful groups which are 
persistently seeking to improve their income position may 
result in almost constant inflationary pressures. An increase 
in incomes in response to these pressures tends to raise costs 
and prices. Under these circumstances, monetary-fiscal 
policies can be directed toward either permitting the credit 
expansion and the increase in the money supply required to 
support the higher income-cost levels, or to restricting 
credit expansion so as to avoid inflation. If the former, a 
monetary-fiscal policy directed primarily toward main- 
taining full employment may become the engine of stair- 
step inflation. Even extreme inflation is no guarantee of 
full production, or even of full employment, as the experi- 
ence of Germany and other countries has demonstrated so 
well. On the other hand, if monetary-fiscal policy is used 
primarily to prevent inflation and maintain general eco- 
nomic stability, the result may be some unemployment. 
How serious this dilemma is will depend primarily upon the 
willingness of the various groups to limit their income de- 
mands to that made possible by rising productivity. 

Here again a single guide is inadequate for the most 
effective determination of policy. A high level of employ- 
ment and the prevention of inflation are both worthy 
guides. But the goal of full employment should be pur- 
sued only insofar as it is consistent with economic prog- 
ress and a sustainable level of production, employment, 
and prices. 





Primary and Secondary Objectives 


The complexity of a specific economic situation is such 
that two or more operating guides will usually appear de- 
sirable as means to the ultimate goal of general economic 
stability. Not all of these can usually be followed without 
running into conflict. Moreover it is unlikely that each of 
the intermediate objectives will be of equal importance. 
Alternative pathways are usually neither black nor white; 
they are different shades of grey. Low interest rates may 
help keep down the cost of war financing, but generate infla- 
tion; supporting the price of Government bonds during 
inflation may avoid the dangers of a disorderly market, but 
interfere with checking the boom. More effective action to- 
ward achieving one objective frequently means less success 
in achieving the other. Under these circumstances, it is 
necessary to select those intermediate objectives which are 
most essential in achieving the ultimate goal. These, then, 
become the primary guides in formulating a program of ac- 
tion, and the others should be pursued only within the limits 
achievement of the primary objectives makes possible. 
The weight to be assigned to specific objectives or guides 
will vary from time to time. Commodity prices, security 
prices, the quality of credit, total quantity of credit, the 
volume of production, the status of employment—any of 
these may be the key in arriving at policy decisions. Inter- 
mediate objectives or guides cannot be arranged into a 
neat pattern of weights suitable for all circumstances. A 
wise decision as to the amount of emphasis which should 
be given to each intermediate objective can be made only 
with respect to the problems posed by a specific situation. 


CONCLUSIONS 


An analysis of the guides which have charted the course of 
Federal Reserve actions during the past thirty-five years 
reveals the difficulties that have confronted System officials 
in carrying out the purposes of the Federal Reserve Act. 
In the nature of the case, the Act itself could furnish little 
guidance in setting up intermediate objectives, which 
would lead to the ultimate goal of general economic sta- 
bility. Hence, the establishment of operating guides which 
would lead to an effective credit and monetary policy has 
been given careful consideration from the beginning of the 
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System. Years of experience and careful study have left the 
System much better equipped to tackle the complex prob- 
lems of today. 

Some of the important lessons of experience with respect 
to the objectives of Federal Reserve policy may be sum- 
marized briefly: 

First, the basic, continuing objective of Federal Reserve 
policy has been general business stability. Intermediate 
objectives, however, have varied from time to time both 
as a result of experience and of changing conditions. 

Second, it is much easier to establish the correct guides 
for determining effective credit policy in theory than in 
actual practice. The pathways which look so black or so 
white when viewed from the outside become merely differ- 
ent shades of grey to those who through experience are 
more fully aware of the administrative problems involved 
and the responsibilities which are being assumed. 

Third, in formulating a program of action, mechanical 
rules cannot serve as a substitute for judgment. For several 
years, System officials sought rules or automatic guides to 
follow, but they could not find any which were appropriate 
for all circumstances. Operating guides must be chosen 
in terms of the problem posed by a specific situation and 
not on the basis of some mechanical rule-of-thumb. 

Fourth, the problems confronting Federal Reserve au- 
thorities are so complex that intermediate objectives, al- 
though desirable in themselves, frequently result in actions 


which may tend to counteract each other. In the case of 


conflicting objectives, a decision must be made as to which 
ones are primary and which are secondary. Such a decision 
can be made only with respect to the conditions existing at 
a particular time. 

Fifth, experience furnishes ample evidence that the 
establishment of specific objectives by statute would be 
unwise. It has been fortunate that the Federal Reserve Act 
stated the objectives of policy only in very broad and gen- 
eral terms. Setting up a list of specific legal objectives for 
the guidance of Federal Reserve policy would almost cer- 
tainly handicap the effectiveness of the System and lead 
to undesirable results. The selection of operating objec- 
tives which would be appropriate under all conditions 


which may arise implies a foresight that no one has yet 
achieved. 
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THE MONTH'S STATISTICS 


The industrial recovery occasioned by the resumption, in November 1949, of operations in the coal and steel industries 
leveled off in January. Employment, income, and production showed little or no change from the previous month. 


Although physical output of factory goods, factory employment, and pay rolls remained steady from December to January, 
they were considerably below a year ago. The number of production workers employed in manufacturing industries of 
Pennsylvania was 10 per cent below that of the previous January, reflecting primarily a decrease in durable goods factory 
employment. In the major durable categories, nonelectrical machinery, non-ferrous metals, and transportation equipment 
showed the greatest declines. While employment income and production in the nondurable goods industries fell below the 
previous month, their position in year-ago comparisons was much better than durables. Construction contract awards were 
about the same as in the preceding month, and they continued to be well above those of the corresponding month a year ago. 
Sustained operations in all major building categories were responsible for the high level of construction activity. 


Department store sales and stocks, which rose in November and December dipped in January and were below those of 
a year ago. Owing largely to unseasonably warm weather, sales of women’s and misses’ apparel were especially weak, show- 
ing a decline of 14 per cent from the dollar volume of January 1949. However, a bright spot in the sales picture appeared 
in the form of increased sales of housefurnishings. In comparing weekly February sales with those of a year ago, some 
allowance must be made for the transportation strike in Philadelphia which affected eight shopping days last year. 


In leading cities of the Third District, bank deposits and investments declined in February but were above a year ago. On the 
other hand, business loans increased during the month. They remained, however, about 10 per cent below last year. 
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CONSUMER CREDIT 


MONEY SUPPLY AND RELATED ITEMS 
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1 


Other transactions 
Consumer instalment loans 


Commercial ba: Ch in reser c 
Industrial banks and loan companies - 5 me a * 
Small loan companies 

Credit unions 


*Annual rate for the month and per cent changes from month and year ago 
at leading cities outside N. Y. City. 


OTHER BANKING DATA 
Per cent change 
from 


Index: 1935-39 average = 100 Week! 
ly reporti en ania cities 
“tga Staten Catone 6) 





Wholesale prices — United States 
Farm products 
Foods 


Total loans—gross 
Investments 


“Team Federal Reserve District (millions $): 


a 


Total loans—gross 
Investments 


+++] ++++4! 


Member bank reserves and related items 
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Source: U.S. Bureau of Labor Statistics. 








